This article shows that the present regime of real property taxation and location incentives are inherently unconstitutional. The analysis in this article pertains to US state/local laws/regulations governing tax assessment, tax collection, tax foreclosures and incentives offered to firms to relocate to states (although much of it is applicable in most common law jurisdictions.
Introduction
Real Property Taxation is a major element of municipal finance -most towns in the US generate more than 30% of their annual revenues from real property taxes. The purchase/sale of real property and the analysis/prediction of trends in real estate markets and housing markets are also affected by real property tax dynamics.
State governments in many developed countries routinely offer location incentives to coerce firms to relocate. These incentives are typically in the form of full or partial exemptions from real property taxes, Tax Credits, grants, Research & Development Tax Credits, Investment Tax Credits, Sales Tax abatements, etc.
economic issues pertaining to real property taxes and location incentives 62 . There have been some studies of the constitutionality of location incentives -these studies have provided mixed conclusions -in almost all cases, while the US Supreme Court cases effectively invalidated all location incentives, the authors proffered alternative basis for legality of 62 See: Tate (1990) location incentives -but unfortunately, the reasons proffered often don't have any basis in fact or law.
Real Property Taxation As A Violation Of The Due Process Clause (Procedural and Substantial).
In most US jurisdictions/towns, real property taxation constitutes a violation of the Due Process Clause (Procedural and Substantial).
63
The state actions involved are the property appraisal, determination of applicable tax, billing, collection of taxes and processing of any tax liens 64 . The process of setting real property taxes involves property appraisal by government appraisers, which is typically not subject to any appeal. In many cases, these appraisers are not MAIs, and their experience may be questionable. grossly inadequate for protecting the rights of property owners and constitutes violations of both the procedural and substantive due process rights of property owners. Real property taxation may also constitute violations of the substantive due process doctrine where: 1) the real property tax rate differs substantially from those of similar towns in the same geographic area; or 2) any changes to real property taxes are not preceded by public hearings; or 3) the procedure for assessment of real property taxes and or any tax appeal, differs dramatically from those in neighboring towns; or 4) tax assessments for different properties are not re-evaluated at the same time or in the same manner; or 5) the real property tax rate differs drastically by property type; or 6) municipalities use differential classifications of property which results in widely disparate tax levels for even similar properties 66 . Many issues pertaining to notice requirements in tax lien foreclosures are discussed in Alexander (2000) 67 -the notice provisions for tax lien foreclosure in many US jurisdictions are often In some US jurisdictions, tax lien foreclosure processes don't involve any adversarial hearings.
68
This lack of a structured process for what is effectively a transfer of ownership, constitutes a violation of the procedural due process doctrine.
69
The government has an interest in using processes/procedures that are fair and efficient in order to maximize social welfare and reduce overall transaction costs. However, property owners also have legitimate property interests in a having hearing before deprivation of their property, and also have interests in fair and efficient procedures for transfers of assets and for adjudication of claims on their property -such property interests arise from state constitutional law, state laws, expectations and norms. The property owners' property interests far outweigh the state's interest in applying supposedly costeffective procedures for tax lien foreclosures. The primary issues are that: a) the probability of unjust outcomes are very high under the present regime of tax lien foreclosures; b) the cost of correcting errors arising from application of deficient procedures, is very substantial; c) the collective information effects, economic effects and psychological effects on market participants is not justified by any cost savings achieved by the use of such unfair foreclosure procedures.
Real Property Taxation By US Municipalities Constitutes Violations of The Equal Protection Clause of The US Constitution.
The existing regimes of real property taxation constitutes violations of the Equal Protection doctrine because they unfairly discriminate between parties that have different types of ownership interest in the same property.
70 The state action involved is the discrimination by the government in the application of tax laws 71 .
68 See: Alexander (2000) Real property taxation is usually administered at the municipal/local level; although most of the governing laws are promulgated at the state level. However, the real property taxation systems in the US are based on fee-simple ownership of property -the laws assume that there is only one type of ownership interest. That is, the real property taxes are billed to the fee-simple owner(s) of the property, who retains final responsibility for payment of such taxes. This tax system was reasonable several hundred years ago, when there were no sophisticated financial instruments; but in the current environment where there are many financial instruments (leases, contracts, derivatives/options, participations) which essentially bestows all benefits/risks of ownership to parties other than the fee-simple owner, this tax system results in a drastically different economic reality than was intended by real property tax laws.
For purposes of equal protection analysis, there is a necessary classification between the fee-simple owner of the property, and all other parties that own other types of interests in the property. This classification is relevant and advances legitimate government interests, because most regulation is based on this classification, and there is a need to define the absolute owner of the property in the normal course of events.
A property owner that is overtaxed or taxed inappropriately has certain statutory legal remedies. Hence, with the advent of these new financial instruments, entities/persons who have substantial interests in property (but are not fee-simple owners) are not afforded the same level of legal protection as the fee-simple owner, even where both parties have the same economic magnitude of property interests. Furthermore, the tradeoff between the level of legal protection and the magnitude of the property interest/right is not symmetrical or constant. ie. ∂y/∂x ≠ 1; ∂ 2 y/∂x 2 < 1; where y = the magnitude of protection provided by laws, and x = the magnitude of the property interest in the asset.
Most Real Property Tax laws in the US are typically ‗proportional' -the magnitude of real property taxes was intended to vary with the assessed value and market value of the subject property. This proportionality rule is a form of protection for property owners, which can be traced back in English jurisprudence and tax law drafting for several hundred years 72 .
With the advent of new financial instruments, real property taxation is no longer proportional. Hence property owners who don't have the knowledge/opportunity/sophistication to enter into value enhancing contracts, will effectively loose the equal protection afforded by proportionality -this consequence of the existing real property tax regime constitutes a violation of the Equal Protection Clause of the US Constitution. The process of setting and collecting real property taxes maybe deemed violations of the Equal Protection clause of the US constitution, where: 1) such processes differ from generally accepted standards in similar towns in the same state, 2) the protections (provided to property-owners and the public) in such processes are insufficient within the context of state/federal statutes and common laws, 3) the processes conflict with existing laws.
Real Property Taxation And Tax-Based Location-Incentives Constitute Violations
Of The Interstate Commerce Clause.
The state action involved are as follows: a) real property taxation processes, and b) the granting of location incentives to companies. states/municipalities 75 because: a) uniformity of real property taxation drastically reduces transaction costs and also reduces divergencies in property valuation (all of which increase social welfare); b) real property taxation is a major source of funds for towns/states. However, the real property tax is a direct tax, and under Article One of the US Constitution, direct taxes must be levied by the rule of apportionment, which effectively precludes levy of any federal real property tax.
76
More importantly, real property taxes unduely burdens interstate commerce and interstate relationships. Since real property tax laws which are enacted at the state level (assessment, collections, enforcement, etc.) vary dramatically among states and even within states, and because the real property tax laws can be complicated, the existence and application of real property taxes increases transaction costs in interstate transactions.
In interstate transactions, a) more effort is required (compared to intra-state transactions) to decipher basis of tax assessment, real property taxes due in the future and procedures/laws for tax liens; b) there are higher monitoring costs -to ensure compliance and if necessary, appeals; c) some lenders charge higher transaction fees and interest rates for out-of-state real property transactions and such higher fees are based on real property tax differentials. Real property taxes affect acquisitions/sales of property -any delinquencies creates automatic liens that cloud title. Hence, real property taxes places greater burdens on out-of-state goods/activities/enterprises than on competing in-state goods/activities/enterprises, and is a violation of the Commerce Clause.
Furthermore Hellerstein (1996) 84 attempts to make a distinction between real property tax incentives that are reductions of existing tax liability, and on the other hand, real property tax incentives that are exemptions from, or reductions of additional tax liability to which the tax payer would be subjected, only if the tax payer were to engage in the targeted activity. This distinction has no basis in fact or law, and both circumstances are economically similar.
Provision Of Location Incentives By US States And Municipalities Constitutes Violations of The Equal Protection Clause of The US Constitution
The existing regimes of location incentives constitutes violations of the Equal Protection doctrine because such incentives unfairly discriminate between in-state entities and similarly situated out-of-state entities.
85
The state action involved is the actual granting of location incentives to out-of-state companies
.
In the US, Location Incentives are typically granted by US state governments and or state legislatures, and are sometimes implemented at the municipal/local level.
87
Location incentives typically arise from temporary or permanent differentials in state taxation of corporate entities and their transactions -different US states have different laws pertaining to real property transactions, corporations and taxation.
88
For purposes of equal protection analysis, there is a necessary classification between in-state and outof-state entities.
This classification advances legitimate government interests, partly because most applicable government regulations are based on this classification. The state governments have significant interests in attracting out-of-state companies and business to their jurisdiction -in order to create jobs, stimulate their economies and earn tax revenues. However, there are certain economic and social problems inherent in attracting out-of-state companies to relocate 89 : a) in-coming companies sometimes displace workers employed by in-state companiesby automation, greater efficiency, economies of scale, outsourcing and or reorganizations; b) the tax revenues earned from in-coming companies are sometimes much less than the tax incentives provided to them by the state government; c) in-coming companies sometimes consume more resources than the state can affordably provide -more energy requirements, more housing requirements -and this may lead to temporary or permanent increases in prices of basic goods and services; d) the cash lost by the state government (by granting location incentives) has an opportunity cost -provision of services to state residents. Hence, the resident's property interests in fair and reasonable municipal budgeting and the state's provision of adequate services far outweighs the state's interests in attracting new business.
Furthermore, the exemptions and subsidies granted to incoming companies are a form of ‗protection' that is not available to in-state companies. Incoming companies: a) can increase labor costs for in-state companies; b) under-bid in-state companies to obtain projects; c) increase the effective income tax rates of instate companies -where anticipated incremental tax revenues are deemed low; d) increase operating costs of in-state companies -by increasing demand for utilities, housing, healthcare, real estate, e) drastically reduce profits of in-state companies by lowering prices by automation, outsourcing, etc.. Hence, the in-state companies have significant property interests in elimination of location incentives and such property interests arise from expectations Under most US state/municipal laws, real property tax liability cannot be assigned or transferred in any way -the property owner retains final liability for payment of the real property tax. This is in contrast to other forms of tax which can be assigned -a) liability for corporate income tax can be contractually assigned; b) liability for capital gains tax can be contractually assigned or transferred; and c) liability for sales tax can be contractually assigned. It can be reasonably inferred from the wording of the real property tax laws in most states, that the legislative intent is to preclude transferability of the real property taxes.
As with other types of taxes in most commercial transactions, the potential transferability of real property taxes can be a critical element of financial instruments and transactions.
For purposes of constitutional analysis, the ‗state action' involved is the statutory prohibition that limits the rights of interest-holders and or the fee-simple owner to enter into contracts pertaining to transfer/deferral/sale of property tax liability
90
; and such restrictions arise because: 1) Real property taxes are intertwined with the property Title -payment or non-payment of real property taxes affects clarity of Title that will be transferred upon sale, mortgage or transfer of interests in the property; and
2) The probability of contracting about the property is a direct function of the following factors: a) the frequency of property tax assessment, b) the type/nature of property tax assessment, c) the identity of tax assessor, d) the absolute and relative magnitude of the property tax assessment; and
3) The magnitude of the property owner's right to contract about the property varies drastically and is a direct function of the following factors: a) the frequency of tax assessment, b) type/nature of tax assessment, c) existence of tax liens; and d) the absolute and relative magnitude of the property tax assessment. In an ideal world, the property owner's right to contract about the property and or real property tax liability, should be completely independent of the real property tax system/regime and the real property tax assessment processes. In most US states, the super-priority status of property tax liens is granted by statutes
Making Real Property Tax Liens Superior
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, and in other cases, the super-priority status is granted by case law 92 -but such case law is also void and unconstitutional as violations of the interstate clause. Where the super-priority status is ranted by statutes, such statues are unconstitutional because they impose substantial burdens on interstate commerce. Mortgagors or mortgagees who are out-of-state will incur disproportionately larger transaction costs, risk and monitoring costs (compared to in-state mortgagees or mortgagors), if the property tax lien has super-priority status. The incremental transaction costs include costs of due diligence costs, legal fees, transportation fees, etc..
The super-priority status of property tax liens constitutes a violation of the Substantive Due Process Clause because it is not based on economic reality, it reduces overall social welfare, and increases transaction costs. The super-priority status of realproperty tax liens is valid regardless of the size and timing/commencement of the real property tax lien. The real property tax lien is typically based on borrower/Mortgagor's fee-simple interest. Under present US laws, the Mortgagee's interest in the real property is the most senior non-governmental interest in the property. The Mortgagee is the effective owner of the property even if the outstanding mortgage balance is One US Dollar. Hence, the super-priority status of property tax liens completely disregards the Mortgagee and clouds the Mortgagee's participation in, and interest in the property regardless of whether or not the Mortgagee can pay dollar amount of the property tax lien. Consider the following example: the Mortgagee has a $100,000 first mortgage; the mortgagor's equity interest in the property is $10,000; the property has a market-value of $110,000 and a liquidation/auction value of $70,000; and the unpaid property tax is $10. In most US (and common-law) jurisdictions, the Ten Dollar property tax liability will create an automatic property tax lien that is sufficient to foreclose the property, regardless of whether or not the Mortgagee can pay the property tax and avoid the additional costs inherent in a foreclosure auction. A more efficient tax regime/rule will grant the Mortgagee a right-of-first-refusal for payment of property-tax liens in order to retain its interest in the property and eliminate economic, social and psychological costs and losses associated with foreclosure and auctions. In the event of a tax foreclosure, the Mortgagee will incur the risk of loosing substantial amounts of money. Hence, the super-priority status of property tax liens deprives the Mortgagee of Due Process rights.
The super-priority status of property-tax liens also contravenes several major tax law principles such as proportionality, equity and non-retroactiveness 93 : a) Proportionality -the super priority status does not change with the magnitude of the real property tax lien, such that a Ten Dollar tax lien has the same foreclosure impact as a Five Hundred Thousand Dollar tax lien on the same property. b) Equity -The super-priorty status does not provide for a grace period before the lien status becomes effective. c) Non-Retroactiveness -the super-priority status effectively makes any outstanding real property tax retroactive in time and senior to any mortgage -in commercial law and property law, priority is typically based on timing of filing/notice.
Real Property Taxation Constitutes Violations Of The Takings Clause
For purposes of constitutional analysis, the ‗state action' involved is either the imposition of the real property tax, or statutory limitation on the property owner's remedies or right of appeal 94 . Standard tests for takings cases include: a) the reduction-of-value test (ability to profit before and after takings, is evaluated and there must be impairment; b) the causeof-harm test (show that one person's use causes harm to another's property, and there is state action); c) the government-invasion theory (show that government takes possession of property); d) the noxious-use test. In some US jurisdictions, real property taxation can be deemed a violation of the Takings Clause of the US Constitution where:
a) The tax assessed is excessive by historical standards, by comparison to similar towns/properties, etc.. The ‗public use' requirement is satisfied because any benefits (fulfillment of municipal needs, excess tax revenues, etc.) are used by the local government public purposes.
b) The property owner does not have any right of appeal to complain about the assessed real property tax. The ‗public use' requirement is satisfied because any benefits (fulfillment of municipal needs, excess tax revenues, etc.) are used by the local government presumably for public purposes.
c) The assessment of real property taxes is based not entirely on property values, but on local municipal needs. The ‗public use' requirement is satisfied because any benefits (fulfillment of municipal needs, excess tax revenues, etc.) are use by the local government for public purposes.
d) The real property tax is not proportional to the property value;
e) The government does not assess the value of the property regularly; 95 f) The government's assessed value is substantially higher than market value of the property.
Under the accepted interpretation of the US Constitution, government regulation of private property constitutes a ‗taking' if: 1) it does not substantially advance a legitimate state interest, and 2) the regulation is not imposed with adequate compensation for the property owners for any resulting economic losses.
The Takings elements are as follows: a) The property owners has constitutionally guaranteed property interests in fair tax assessment and tax enforcement processes. These property interests arises from state contract laws, state property laws, and state constitutional laws, norms and expectations.
b) The losses to the property owners constitute an economic loss to the landlord and thus a ‗taking'. These losses include: a) differences between market value and assessed value, b) losses arising from delays in re-assessment of the property, c) losses from application of a tax rate that is based not on property values but on the economic needs of the municipality. The monetary amount involved (loss incurred by property owners) is transferred to -public use‖ in various forms: i) funding of schools, and for other municipal expenditures; ii) a -market value effect‖ in 95 See: Mikesell (1980)(Supra). which higher assessed taxes slows the rate and magnitude of increases in property values. The said taking can be construed as being for ‗public use‖ because the property taken is for ‗public' use -the general public benefits from over-taxation. The ‗public' includes not only all people and households that qualify for rent control and rent stabilization, but also all renters and homeowners who are affected by changes in municipal services.
c) The property owner is not compensated for said taking where the landlord does not receive any special benefit and or compensation such as tax credits (ie. the federal low income housing tax credits), housing vouchers (eg. Section 8 vouchers) or tax abatements.
d) The government has some interest in collecting taxes to finance municipal services, and ‗takings' advance the government interests to some extent -but facilitation of such benefits and interests is limited by the number of property units and the fairness of the real property tax processes. However, the government has many other ways to solve the real property tax problem. The real property tax taking is a government intervention that has substantial economic multiplier effects that may even affect neighboring towns. There is substantial evidence that home-equity accounts for 65-80% of the net worth of 60-80% of US households. Hence, the government's interest in imposing and collecting taxes is far outweighed by the collective property interests of the town's property-owners in fair tax assessment and tax collection procedures.
Although there have been several important US Supreme court decisions on Takings, none of the cases directly addresses the real property tax issue
96
.
In Kelo v. City Of New London
97 , the US Supreme Court effectively reversed much of the existing Takings case law and ruled that eminent domain can be used to obtain property for what can reasonably be deemed ‗private' use -this ruling effectively eliminates the ‗public use' requirement in eminent domain and Takings cases. Furthermore, the issue of definition of -public use' and ‗private use' within the context of Takings remains somewhat un-resolved.
Some courts have held that the Takings clause is most naturally construed to authorize takings for public use only if the public or government actually uses the taken property. Furthermore, any interpretation of -public use' and ‗private use‖ in Takings cases must recognize that most Takings cases are adjudicated by state courts, and state court judges are not as independent as federal judges, because in some jurisdiction, state judges are elected, and they are often are influenced by elected government officials who typically like re-development projects. The language of the Takings Clause, the reasonably inferable legislative intent of the Takings Clause, and the historical application of the Takings Clause by most US courts, and the nature of judges in takings cases supports this point of view.
In Lingle v. Chevron USA, 544 US ___ (2005), the US Supreme Court: 1) Determined that the ‗substantially advances' formula that was previously applied in Takings cases is actually a Due Process question that should not be considered in Takings decisions.
2) Defined four classes of takings claims which are as follows: a) A physical taking; b) a Lucas-type total regulatory taking; c) a Penn-Central taking; d) a land-use exaction violating the Nollan and Dolan standards.
The Takings implicit in real property taxes don't conform to any of the above-mentioned types of takings because: a) there is no physical occupation, b) there is no total regulatory taking, c) there are no exactions that violate the Nollan and Dolan standards, d) there is no Penn Central type taking. However, Bell & Parchomovsky (2001a,b) 98 , 99 provide a different set of definitions for Takings and Givings.
The net effects of Kelo v. City of New London and Lingle v. Chevron are as follows: a) reduction of property rights of, and constitutional protections for property owners, b) reduction of property values, c) greater importance of specific appraisal techniques in Takings cases -in such instances, appraisals are more likely to be based on replacement costs which most accurately reflects the economic occurrence/displacement implicit in Takings, d) elimination of the -substantially advances‖ requirement from Takings cases, thereby increasing transaction costs and litigation costs, and also increasing the burden-of-proof on home-owners in Takings cases. Prior to these two cases and during 1995-2003, Takings case law (from federal and state courts) provided some support and basis for rapid increases in prices of real property; and there were no evident trends in federal and state court rulings towards the results in Kelo and Lingle.
Conclusion
The major implication of the foregoing analysis is that real property taxation and location incentives in the US (and in most countries) are inherently unconstitutional. This has significant ramifications for municipal finance, local government budgets and state governments. These issues have not been sufficiently addressed in the existing literature.
